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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VASQUEZ, Judge: Respondent determ ned a $136, 679 defici ency
in the Federal estate tax of the Estate of Wbster E. Kelley (the
estate). The sole issue for decision is the fair market val ue of
Webster E. Kelley's (decedent) 94.83-percent interest in a famly

l[imted partnership and one-third interest inalimted liability

conpany.
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FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
John R Louden and Patricia L. Louden (the Loudens), personal
representatives of the estate, resided in Plano, Texas, at the
time the petition was filed. Decedent resided in Plano, Texas,
at the time of his death.

Decedent and his predeceased wife had one child, Patricia L
Louden. Patricia L. Louden is married to John R Louden, and
t hey have four children.

On April 6, 1999, decedent, Patricia L. Louden, and John R
Louden organi zed Kel | ey- Louden Busi ness Properties, LLC (KLBP
LLC), and Kel |l ey-Louden, Ltd., a Texas limted partnership
(KLLP). Between June 6 and Septenber 11, 1999, decedent
contributed $1, 101, 475 cash and certificates of deposit to KLLP
On Septenber 13, 1999, the Loudens contributed $50,000 cash to
KLLP.

At the tinme of decedent’s death, Decenber 8, 1999, decedent
owned the follow ng interests, the values of which are at issue
in this case:

KLBP LLC 33. 33 percent
KLLP 94. 83 percent

The Loudens owned the remaining two-thirds interest in KLBP LLC.
The Loudens al so owned a 4.17-percent interest in KLLP. KLBP LLC
owned the remaining 1l-percent interest of KLLP which is the only

asset of KLBP LLC. Therefore, we are valuing decedent’s
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interests of 94.83 percent in KLLP and of 33.33 percent in KLBP
LLC.

On decedent’s date of death, KLLP held assets totaling
$1, 226, 421, which consisted of $807,271 cash and $419, 150 in
certificates of deposit, and had no liabilities.

I n Decenber 1999, the estate enpl oyed Apprai sal
Technol ogies, Inc. (ATlI), to prepare a valuation of decedent’s
interests in these closely held entities. ATl concluded that a
53. 5-percent val uation discount was applicable.?

On Septenber 1, 2000, the estate filed a Form 706, United
States Estate (and Ceneration-Ski pping Transfer) Tax Return,
reporting decedent’s 94.83-percent interest in KLLP at a val ue of
$521,565 and his interest in KLBP LLC at a val ue of $1, 833. 33.

Respondent issued a notice of deficiency determ ning that
the discounts clainmed by the estate were too high and | ower
di scounts were appropriate.? Respondent contends that the estate

is entitled to a 25. 2-percent discount.

! The estate states several tines on brief that ATI used a
55. 15-percent di scount; however, in calculating the discounts
applied by the estate, we find that ATI used a 53.5-percent
di scount.

2 The statutory notice of deficiency sets forth nunerous
al ternative argunents including argunents based on secs. 2035,
2036, 2038, and 2703. At trial, respondent conceded all the
alternative argunents.



OPI NI ON

Burden of Proof

As a general rule, the notice of deficiency is entitled to a
presunption of correctness, and the taxpayer bears the burden of
provi ng the Conmm ssioner’s deficiency determ nations incorrect.

Rul e 142(a);® Welch v. Helvering, 290 U S. 111, 115 (1933).4

Section 7491(a), however, provides that if a taxpayer introduces
credi bl e evidence and neets certain other prerequisites, the
Comm ssi oner shall bear the burden of proof with respect to
factual issues relating to the liability of the taxpayer for a
tax inmposed under subtitle A or B of the Internal Revenue Code
(Code). For the burden to shift, however, the taxpayer nust
conply with the substantiation and record-keeping requirenents as
provided in the Code and have cooperated with the Comm ssioner.
See sec. 7491(a)(2).

The estate did not claimthat section 7491(a) applies.

Accordi ngly, the burden renmains on the estate.

8 Unless otherwise indicated, all Rule references are to
the Tax Court Rules of Practice and Procedure, and all section
references are to the Internal Revenue Code as in effect at the
time of decedent’s death

4 The presunption of correctness does not apply when the
Governnment’s determnation is a “‘naked” assessnent w thout any
foundati on whatsoever”. United States v. Janis, 428 U S. 433,
441 (1976). The estate argues that the notice of deficiency may
not be entitled to a presunption of correctness if we concl ude
that the report of its expert, ATlI, had no probative value. As
we give some probative value to the ATl report, we concl ude that
this is not an issue.
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1. Fair Market Value of Decedent’s Interests

A. | nt r oducti on

1. General Principles

Property includable in a decedent’s gross estate generally
is to be valued as of the date of the decedent’s death. Sec.
2031. For purposes of the estate tax, property value is
determ ned by finding the price at which the property would
change hands between a willing buyer and a willing seller,
nei t her being under any conpul sion to buy or to sell, and both
havi ng reasonabl e know edge of relevant facts. Sec. 20.2031-
1(b), Estate Tax Regs. The willing buyer and willing seller are

hypot heti cal persons. Estate of Newhouse v. Conm ssioner, 94 T.C.

193, 218 (1990) (citing Estate of Bright v. United States, 658

F.2d 999, 1006 (5th Cr. 1981)). The hypothetical buyer and
seller are presuned to be dedicated to achieving the maxi num
econom ¢ advantage. [d.

Valuation is a factual determnation, and the trier of fact
must wei gh all relevant evidence of value and draw appropriate

i nf er ences. Estate of Deputy v. Commi ssioner, T.C Mno. 2003-

176.

There are three common approaches to neasure the interest in
a closely held entity--the income approach, the net asset val ue
(NAV) approach, and the market approach. 1d. Value is

det erm ned under the incone approach by conputing a conpany’s
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i ncome stream Estate of Jelke v. Comm ssioner, T.C Mno. 2005-

131. Value is determ ned under the NAV approach by conputing the
aggregate val ue of the underlying assets as of a fixed point in
time. 1d. Value is conputed under the market approach by
conparison wth arm s-length transactions involving simlar
conpanies. 1d. The NAV approach is often given the greatest
weight in valuing interests in an investnent conpany. See Estate

of Ford v. Commi ssioner, T.C. Mno. 1993-580, affd. 53 F.3d 924,

927-928 (8th Gr. 1995) (citing Rev. Rul. 59-60, sec. 5, 1959-1
C.B. 237, 242).

After determ ning the NAV of KLLP and KLBP LLC, it is
appropriate to discount decedent’s interest in each entity to
reflect lack of control and/or |ack of marketability. See

Peracchio v. Conmi ssioner, T.C. Mnop. 2003-280.

2. Expert Opi ni ons

a. | n General

I n deci ding valuation cases, courts often |look to the
opi nions of expert wi tnesses. Each party in this case relies on
an expert opinion to determne the values of the properties at
i ssue. We evaluate expert opinions in light of all the evidence
in the record, and we are not bound by the opinion of any expert

W t ness. Hel vering v. Natl. Grocery Co., 304 U S. 282, 295

(1938); Shepherd v. Conm ssioner, 115 T.C 376 (2000), affd. 283

F.3d 1258 (11th Gr. 2002). W may reject, in whole or in part,
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any expert opinion. Estate of Davis v. Conm ssioner, 110 T.C

530, 538 (1998). Because valuation necessarily involves an
approxi mation, the figure at which we arrive need not be directly
traceable to specific testinony or a specific expert opinion if
it is within the range of values that may be properly derived

fromconsideration of all the evidence. Estate of True v.

Comm ssioner, T.C Meno. 2001-167 (citing Silverman v.

Comm ssi oner, 538 F.2d 927, 933 (2d Gr. 1976), affg. T.C. Meno.
1974- 285) .

b. The Estate’'s Expert

The estate enpl oyed ATl in Decenber of 1999 to prepare a
val uation report for transfers decedent made at yearend.
Decedent’ s death, however, converted the Federal gift tax
val uation study into a Federal estate tax valuation study. The
estate’s communi cations regarding the valuation were solely with
Ron Lint (M. Lint), the founder and president of ATI. M. Lint
has the designation of accredited senior appraiser fromthe
American Society of Appraisers (ASA). M. Lint testified that he
assigned the valuation project to Jeff MIIs (M. MIIs), a
subordi nate at ATlI, who al so has the designation of accredited
seni or appraiser fromthe ASA. The valuation report was prepared
and signed by M. MIls, but M. Lint adopted the report as his

own.
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ATl used the NAV approach and the inconme approach in
determ ning the proper valuation of decedent’s interests. ATI
gave 80-percent weight to the NAV approach and 20-percent wei ght
to the i ncome approach.?®

ATl apprai sed decedent’s 94.83-percent |imted partnership
interest in KLLP at a fair market value of $521, 565, applying a
53. 5-percent valuation discount to the adjusted NAV of KLLP, and
apprai sed decedent’s one-third interest in KLBP LLC at $1, 833. 33,
al so applying a 53.5-percent valuation discount.

C. Respondent’s Expert

Respondent submtted an expert report prepared by Raynond F.
Wdner (Dr. Wdner). Dr. Wdner has a bachelor of arts degree in
econom cs, a master of business adm nistration degree with a
concentration in economcs and quantitative nethods, and a Ph. D
i n econom cs.

Dr. Wdner used the NAV approach and val ued the interests
using a 25.2-percent valuation discount. Applying this discount,
Dr. Wdner determ ned a value of $869,970 for the 94.83-percent
[imted partner interest in KLLP and $3,055 for the one-third

interest in KLBP LLC.

5> At trial, the estate’s expert, M. Lint, admtted that
the i ncone approach calculation in the ATl report was incorrect
because, anong other problens, it did not conpound the earnings
each year
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B. Fair Market Val ue Before Discounts

As determ ned supra, the NAV nethod is generally an
appropriate nethod to apply when conputing the value of a

nonoperating entity. See Estate of Ford v. Conm SsSioner, supra.

Wil e nore than one nethod nmay be used, giving appropriate wei ght

as necessary, we find that in this case, where the interest to be

valued is an interest in a famly limted partnershi p whose

assets consist solely of cash and certificates of deposit, the

i ncone approach should not be afforded nore than m nor weight.
The parties agree that the value of KLLP s assets on the

val uati on date, decedent’s date of death, was $1, 226, 421

consi sting of $807,271 cash and $419, 150 in certificates of

deposit and no liabilities. Therefore, we use this as the NAV.

C. Mnority Interest (Lack of Control) D scount

1. | nt roducti on

Pursuant to the partnership agreenent, a buyer of all or any
portion of the transferred interests would have limted control
of his investnent. A hypothetical wlling buyer woul d account
for this lack of control by demanding a reduced price; i.e., a
price that is below the NAV of the pro rata share of the interest
purchased in KLLP. A mnority discount will therefore apply in

this case where a partner |acks control. See Estate of Bischoff

v. Comm ssioner, 69 T.C 32, 49 (1977).
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2. Determ nation of the Mnority Interest D scount

Each expert wtness determned a minority interest discount
or discount for lack of control by reference to general equity
cl osed-end funds. In a closed-end fund, the assets are brought
t oget her for professional managenent, and the sharehol ders have
no control over the underlying assets. The owner of an interest
does not have the ability to sell the underlying assets. The
cl osed-end funds typically trade at a discount relative to their
share of the NAV, and as the shares enjoy a high degree of
mar ketability, the discounts nust be attributable to sonme extent
to a mnority shareholder’s | ack of control over the investnent

f und. Peracchio v. Conmi ssioner, T.C. Mnob. 2003-280.

Therefore, it is appropriate to conpare the ownership of a
partnership interest in KLLP to the owership of a closed-end
fund and apply an appropriate discount for |lack of control.

Bot h experts divided the conparabl e cl osed-end funds into
quartiles by price to NAV ratios. The first quartile represents
the funds that are in high demand and therefore trade at prem uns
or low discounts. The fourth quartile represents the funds that
are in | ow demand and trade at hi gher discounts.

a. The Estate’'s Expert

In conputing the mnority discount, ATl determ ned that KLLP
woul d be nost conparable to the closed-end funds in the fourth

quartile with price to NAV discounts of 21.8 percent to 25.5
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percent. ATl considered several factors in making this
determ nation, including: KLLP is smaller in size than a
publicly traded fund; closed-end funds generally have a staff of
anal ysts and professional managers devoted to the full-tine
managenent of the fund investnents which reduces risk whereas
KLLP is not managed in the sane manner; closed-end funds offer
diversification of the portfolio of investnments while KLLP is not
diversified; and KLLP does not have a performance history whereas
nost cl osed-end funds have a performance history of 5 to 10
years.

Once ATl determ ned an appropriate discount range of 21.8
percent to 25.5 percent, ATl then further adjusted the di scount
based on several factors and restrictions inherent in KLLP and
usi ng ot her partnership studies. One such study, published by
Partnership Profiles, Inc. (PPl), found that the average di scount
for 18 publicly registered but nontraded m scel | aneous
part nershi ps, when the NAV of such partnershi ps was conpared to
the prices at which investors acquired units in themin the
secondary narket, was 29 percent. ATl also discussed anot her
study published by PPl which conpared the NAV of approximtely
100 publicly registered but nontraded real estate partnerships
with the prices at which investors acquired units in these
partnerships in the secondary nmarket. The average di scount to

NAV was 27 percent for the transactions studied. Therefore, ATI
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used a 25-percent mnority discount for valuing the interests in
KLLP.

b. Respondent’s Expert

Dr. Wdner calculated a mnority discount of 12 percent by
calculating an arithmetic nmean of the entire data set for closed-
end funds, not only the fourth quartile. Dr. Wdner determ ned
that it is essential to use the whole array of closed-end funds
as this calculation will renove the marketability element in the
di scounts or prem uns.

3. Concl usi on

We are not persuaded that ATI’'s exclusive use of the fourth
quartile of closed-end funds is proper. “Wiile we have utilized
smal | sanples in other valuation contexts, we have al so
recogni zed the basic premse that ‘[a]s simlarity to the conpany
to be val ued decreases, the nunber of required conparables

increases’.” MCord v. Comm ssioner, 120 T.C. 358, 384 (2003)

(quoting Estate of Heck v. Comm ssioner, T.C Meno. 2002-34); see

al so Lappo v. Conmi ssioner, T.C. Menp. 2003-258. W are al so not

per suaded by ATI’s analyses of PPlI’'s studies regarding mnority
di scounts as ATl admts that these discounts contain sone el enent
of discount for lack of marketability, and therefore these
studies result in an overstatenent of the mnority discount.

In determning the mnority discount for KLLP, we believe a

correct analysis would be to take the arithnetic nean of all of
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the closed-end funds, as shareholders in all closed-end funds
| ack control. In using only the fourth quartile, ATl conbined
el ements of the lack of marketability discount with the mnority
di scount because the funds in the fourth quartile had the | owest
demand and therefore the highest marketability discount. As the
| ack of marketability will be dealt with in the discount for |ack
of marketability, see infra, we agree with respondent that ATI’s
di scount for lack of control is too high and that it was
incorrect to use solely the fourth quartile funds.

Al t hough we find neither expert particularly persuasive on
this issue, we will apply a 12-percent discount on the grounds
that (1) respondent has effectively conceded that a di scount
factor of up to 12 percent woul d be appropriate, and (2)
petitioner has failed to prove that a figure greater than 12

percent would be appropriate. See Peracchio v. Conm ssioner,

supra (using a 2-percent mnority discount factor for the “cash
and noney market funds” asset category of a famly limted
part nership).

D. Mar ketability Di scount

1. | nt r oducti on

A discount for lack of marketability is appropriate in
valuing the interests in KLLP as there is not a ready market for
partnership interests in a closely held partnership. Estate of

Newhouse v. Conmm ssioner, 94 T.C. at 249. Al though both experts




- 14 -

agree that a |ack of marketability discount should be applied to
the partnership’s NAV (after applying the mnority interest

di scount), they disagree on the magnitude of that discount. See

Peracchio v. Conmi ssioner, T.C. Menp. 2003-280; see al so Estate

of Bailey v. Comm ssioner, T.C Meno. 2002-152 (indicating that

the application of a mnority discount and a discount for |ack of
marketability is nmultiplicative rather than additive).

2. Determ nation of the Marketability D scount

There are several ways to determne a nmarketability
di scount. Two of the nost common include the initial public
offering (1 PO approach and the restricted stock approach.

McCord v. Conm ssioner, supra at 387. |PO studies conpare the

private-market price of shares sold before a conpany goes public
with the public-market prices obtained in the I PO of the shares
or shortly thereafter. See id. Restricted stock studies conpare
private-market prices of unregistered (restricted) shares in
public conpanies with the public-market prices of unrestricted
but otherw se identical shares in the sane corporations. See id.
A variant of the restricted stock approach, the private placenent
approach, attenpts to isolate the effect that inpaired
mar ketabi ity has on the di scount determ ned under the restricted
stock approach. See id. at 388, 392.

This Court has concluded that the private placenent approach

is appropriate where the interest to be valued was part of an
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i nvest ment conpany as the assessnent and nonitoring costs would
be relatively lowin the case of a sale of an interest in that

conpany. 1d. at 394; Lappo v. Conm ssioner, supra. KLLP is an

i nvest ment conpany as 100 percent of its assets consist of cash

and certificates of deposit. See McCord v. Conm Ssioner, supra.

a. The Estate’'s Expert

In determning the marketability discount, ATl used the
restricted stock approach by drawi ng an anal ogy between
partnership interests in KLLP and the common stock of a private,
closely held corporation. In doing so, ATl considered several
restricted stock studies and their findings.

ATl also listed as barriers to marketability of alimted
partnership interest in KLLP the following: (1) Once admtted as
alimted partner, one nust continue as a limted partner until
all partners unani nmously consent to the adm ssion of a substitute
l[imted partner and to the withdrawal of the transferring
partner, and the limted partner nust execute |egal docunents as
requi red by the general partner, who nust receive and approve the
docunents in witing; (2) alimted partner can assign, transfer,
encunber, or pledge all or part of his partnership interest only
if such assignnment is fully executed by assignor and assi gnee,
such assignnent is received by the partnership and recorded on
t he books, and the transfer is approved by unani nous vote of al

the partners; (3) no partner has a property right in any of the
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partnership property, regardl ess of whether specific property was
contributed to the partnership by a given partner; (4) limted
partnership interests are fully paid and nonassessabl e, and
l[imted partners do not have the right to withdraw or reduce
their capital contributions to the partnership; (5) limted
partners could be asked to | end additional noney to the
partnership or increase their capital contributions and may have
their partnership interests diluted if they do not increase their
contribution and other partners do nmake additional contributions;
(6) general partners are not liable personally for the return of
capital contributions to the partnership, and limted partners
have no recourse agai nst general partners should their clainms to
assets remaining after liquidation and di scharge of debts and
obligations not be satisfied; (7) the general partner has sole
di scretion to determ ne whether to make distributions of any
type; and (8) upon the dissolution of the partnership, the
general partner acts as |iquidator and has a reasonabl e anmount of
time to wind up the partnership assets, and therefore the limted
partner may not obtain the final proceeds froman investnent for
6 nont hs or | onger.

After considering all of these factors and the results of
the restricted stock studies, ATl determ ned that a 38-percent

mar ketabil ity di scount is appropriate for an interest in KLLP
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b. Respondent’s Expert

Using the private placenent approach, Dr. Wdner determ ned
a 15-percent discount for lack of marketability on the basis of a
study by Dr. Miukesh Bajaj, Bajaj, et al., “FirmValue and
Mar ketability Discounts”, 27 J. Corp. L. 89 (2001), which found
that the private placenent of unregistered shares has an average
di scount of about 14.09 percent higher than the average di scount
on regi stered placenents. Dr. Wdner also based this discount on
the low risk of the partnership s portfolio.

3. Concl usi on

We are not persuaded by ATI’s recomrendati on of a 38-percent
mar ketabi ity di scount as the restricted stock studies referred
to in ATI’s expert report exam ne nostly operating conpanies, and
there are fundanental differences between an investnent conpany
hol di ng easily valued and liquid assets (cash and certificates of
deposit), such as KLLP, and operating conpanies. See Peracchio

v. Conmm ssioner, supra. Mreover, ATl did not analyze the data

fromthese studies as they related to the transferred interests
herein, and therefore we cannot accept the prem se that this
average discount is appropriate. See id.

We are also not persuaded by Dr. Wdner’s recomrendati on of
a 15-percent marketability discount. Wile we agree that the
Bajaj study is an appropriate tool in determning the | ack of

mar ketabil ity di scount, Dr. Wdner’s concl usion based on the
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study is not entirely accurate. The Bajaj study states that the
14. 09- percent discount, which Dr. Wdner focused on, is not
solely a reflection of marketability discount but is also
i nfluenced by additional factors which have to be accounted for.
Bajaj et al., supra at 107. These factors depend on the fraction
of total shares offered in the placenent, business risk,
financial distress of the firm and total proceeds fromthe
pl acenent. [d. at 107-109.

As we find the parties’ assunptions and anal yses concerni ng
the marketability discount only mnimally hel pful, we use our own
anal ysis and judgnent, relying on the parties’ experts’

assi stance where appropriate. Helvering v. Natl. Gocery Co.,

304 U S at 295.

In McCord v. Conmi ssioner, 120 T.C. at 394-395, we focused

on the Bajaj study and found that a 20-percent marketability

di scount was appropriate for interests in a famly limted
partnership classified as an investnent conpany. Dr. Bajaj

di vided the private placenents into three groups according to the
| evel of discounts--the 29 | owest discounts, the m ddle 29

di scounts, and the 30 highest discounts. 1d. at 394. The | ow

di scount group, with a discount of 2.21 percent, is dom nated by
regi stered private placenents which did not suffer frominpaired
mar ketability. [1d. The high discount group, with a discount of

43. 33 percent, is dom nated by unregi stered private placenents
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whi ch, unlike the sale of an interest in an investnent conpany,
have rel atively high assessnent and nonitoring costs. 1d. As
t hese characteristics do not reflect the characteristics of an
i nvest ment conpany, we concluded in McCord, as we do here, that
the partnership is in the mddl e discount group, and a di scount
of 20 percent (rounded from 20.36 percent) is applicable. 1d.
In McCord, we did not refine the 20-percent discount any further
to incorporate specific characteristics of the partnership at
i ssue as we were not persuaded that we could refine the figure.
Id. at 395.

In Lappo v. Conmi ssioner, T.C Menp. 2003-258, we found that

a 21-percent initial discount was appropriate for an interest in
a famly limted partnership consisting of marketable securities
and real estate subject to a long-termlease. W then nade a
further upward adjustnment of 3 percent to the marketability

di scount accounting for characteristics specific to the
partnership, including: The partnership was closely held with no
real prospect of becom ng publicly held; the partnership was
relatively small and not well known; there did not exist a
present market for the partnership interests; and the partnership
had a right of first refusal to purchase the interests. 1d. As
t hese characteristics are simlar to the characteristics in KLLP

we find that a 3-percent upward adjustnent is applicable.
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Therefore, we hold that a 20-percent initial marketability
di scount is appropriate. W further find that an upward
adj ustnent of 3 percent is proper to incorporate characteristics
specific to the partnership.

E. Concl usi on

On the basis of all the evidence and using our best
j udgnment, we conclude that a 12-percent mnority discount and a
23-percent marketability discount are appropriate in valuing the
interests in KLLP. The fair market value of the 94. 83-percent

l[imted partnership interest is $788, 059 conputed as foll ows:

Total NAV as of 12/8/99 $1, 226, 421
94. 83 percent of NAV 1,163, 015
Less: 12-percent mnority interest discount (139, 562)

1, 023, 453
Less: 23-percent marketability di scount (235, 394)
FMWV of 94.83-percent interest 788, 059

We conclude that the fair market value of the 33.33-percent
interest in KLBP LLC, the sole asset of KLBP LLC being a 1-
percent general partnership interest in KLLP, is $2,770 conputed

as foll ows:

Total NAV as of 12/8/99 $1, 226, 421
33.33 percent of 1 percent of NAV 4,088
Less: 12-percent mnority interest discount (491)

3,597
Less: 23-percent marketability discount (827)
FMWV of 33.33 percent of 1-percent interest 2,770

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




